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1. SUMMARY. FINANCE MINISTER EHRLICH AND HISTADRUT 
SECRETARY GENERAL MESHEL SIGNED AGREEMENT APRIL 19 
CALLING EOR A FREEZE ON TAXES AND ON PRICES OF BASIC 
GOODS AND SERVICES. OUR PRELIMINARY EXAMINATION 

OF THE ECONOMIC IMPLICATIONS OP THE AGREEMENT LEADS US TO CON- 
CLUDE THAT THE GOI WILL HAVE TO SUBMIT A SUPPLEMENTAL 
BUDGET OR REDRAFT ITS ORIGINAL BUDGET. OTHERWISE IT 
FACES HIGHER PRIVATE AND PUBLIC CONSUMPTION, LOWER 
INVESTMENT, HIGHER IMPORTS AND LOWER EXPORTS. END 
SUMMARY. 
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2. IN WHAT THEY CALLED A ' PASSOVER EVE HOLIDAY PRESENT 
TO THE NATION," FINANCE MINISTER EHRLICH AND HISTADRUT 
SECRETARY YERUHAM MESHEL SIGNED AN AGREEMENT PRO- 
VIDING FOR A SIX MONTH FREEZE ON DIRECT AND INDIRECT 
TAXES AND ON PRICES OF BASIC GOODS AND SERVICES WHICH ARE 
SET BY THE GOVERNMENT (DETAILS REPORTED SEPTEL). IN 
RETURN THE HISTADRUT WILL HELP KEEP A 15 PERCENT LID 


Sheryl P. Walter Declassified/Released US Department of State EO Systematic Review 20 Mar 2014 



Sheryl P. Walter Declassified/Released US Department of State EO Systematic Review 20 Mar 2014 


ON PUBLIC SECTOR WAGE INCREASES. 

3. THE DIRECT COST OE THE AGREEMENT IS ESTIMATED AT 
IL 7 TO 8 BILLION. THE SUBSIDIES NECESSARY TO EINANCE 
THE PRICE EREEZE WILL ADD ANOTHER IL 3 BILLION TO THE 
BUDGET, WHILE A 15 PERCENT WAGE BOOST IN THE PUBLIC 
SECTOR COULD WELL ADD ANOTHER IL 5 BILLION TO GOVERN- 
MENT OUTLAYS. 

4. SINCE THE AGREEMENT ALSO LINKED TAX BRACKETS 100 
PERCENT TO THE COST OE LIVING INDEX, THERE WILL NOT BE 

A SIGNIEICANT REVENUE GAIN TO THE GOVERNMENT EROM HIGHER 
INCOME TAX COLLECTION AT PROGRESSIVE RATES. THE MAIN 
OEFSET WILL BE IN THE COLLECTION OF ADDITIONAL VALUE- 
ADDED TAX EROM INCREASED PURCHASES OE PRICE-CONTROLLED 
COMMODITIES, BUT MOF SOURCES ESTIMATE THIS ADDITIONAL 
INCOME AT LESS THAN IL 1 BILLION. THE MOE HAS LITTLE 
LEEWAY IN ABSORBING THESE EXPENDITURES 

WITHIN THE PRESENT BUDGET BY REDUCING OTHER ALLOCATIONS, 
SINCE ALMOST TWO THIRDS OE THE BUDGET IS COMMITTED TO THE 
UNTOUCHABLE AREAS OE DEEENSE AND DEBT REPAYMENT. TAKING 
THE BUDGET CHANGES INTO ACCOUNT, WE TEND TO AGREE 
WITH THE MOE ANALYST WHO ESTIMATED THE BUDGET DEEICIT 
AT IL 15 BILLION IE THE PRESENT ERAMEWORK IS 
MAINTAINED AND THE NEW OUTLAYS ADDED ON. SINCE 
THE BUDGET DEEICIT IS FINANCED BY DIRECT BORROWING 
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EROM THE BANK OE ISRAEL, THERE IS LITTLE THE BOI CAN 
DO IN THE WAY OE MONETARY POLICY TO OFESET THE EXPAN- 
SIVE BUDGETARY POLICY THAT NOW APPEARS IN STORE. IF 
IT TRIES TO IMPOSE A TIGHTER MONETARY POLICY THROUGH 
HIGH RESERVE REQUIREMENTS OR BOOSTING INTEREST RATES, 

IT RUNS THE DANGER OF ABORTING THE PRIVATE SECTOR 
RECOVERY THAT IS SUPPOSED TO BE THE EOUNDATION OE 
ECONOMIC GROWTH IN COMING YEARS. 

6. INSOEAR AS ISRAELI INELATION IS BASICALLY OE THE 
COST-PUSH VARIETY, THE AGREEMENT COULD MODERATE THE 
PACE OF INFLATION IN COMING MONTHS. THE GOVERNMENT 
MAY IN FACT HAVE TO PAY OUT LESS THAN THE 10 PCT 
C-O-L ALLOWANCE PAYMENT IT HAS BUDGETED EOR OCTOBER. 
HOWEVER, THE SHARPLY INCREASED BUDGET DEEICIT 
POSES THE DANGER THAT A DEMAND-PULL INFLATION MAY 
RESULT IN THE MEDIUM TERM. 

7.INCREASED DEMAND WILL ALSO HAVE ITS EEEECT ON 
MACROECONOMIC AGGREGATES. UNLESS THE GOI CAN TAKE 
COUNTERACTING MEASURE, , MEDIUM TERM PROSPECTS ARE 
EOR HIGHER PRIVATE AND PUBLIC CONSUMPTION, LOWER INVEST- 
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MENT, HIGHER IMPORTS AND LOWER EXPORTS. 

8. THE ORIGINAL FY 78 BUDGET EXPENDITURE FIGURE WAS 
DELIBERATELY UNDERSTATED BY THE FINANCE MINISTRY TO 
FORESTALL INFLATIONARY EXPECTATIONS AND HOLD WAGE 
DEMANDS DOWN. MANY OTHER ASSUMPTIONS OF THE BUDGET, IN 
ADDITION TO THE ZERO-GROWTH IN PUBLIC SECTOR WAGES, 

HAVE GONE BY THE BOARDS, SO WE WOULD NOT BE TOO SUR- 
PRISED TO SEE A SUPPLEMENTAL BUDGET PROPOSAL IN THE 
NEAR FUTURE. SUCH A PROPOSAL OR EVEN A REWORK OF THE 
ORIGINAL BUDGET IS CLEARLY NEEDED. 

LEWIS 
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